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Dear Ms. Salas:

On September 24, Whit Jordan, Dennis Weller, Glenn Brown, Lawrence Sarjeant
and John Hunter, representing the United States Telephone Association (USTA), met with
Paul Gallant of Commissioner Tristani’s office.

The purpose of the meeting was to discuss USTA’s universal service plan for non-

rural carriers. The attached two items were part of the discussion and were distributed at
the meeting.

An original and one copy of this ex parte notice are being filed in the Office of the

Secretary on September 24. Please include it in the public record of the above-referenced
proceedings.

Respectfully submitted,

John W. Hunter
Senior Counsel
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PRESERVING UNIVERSAL SERVICE IN COMPETITIVE MARKETS
FOR NON-RURAL CARRIERS

A Plan Proposed by USTA .

September 14, 1998

1. Iniroduction

The Telecommunications Act of 1996 (1996 Act”) charges the Federal Communications
Commission (“FCC”) working with a special federal-state joint board (“Special Joint Board™),
with establishing a new universal service support program based on the principles and
requirements set out in the Act. These principles and requirements include the following:

*  Quality services should be available at just, reasonable and affordable rates;

*  Access to service and rates in rural and high costs areas should be reasonably
comparable to that in urban areas;

The mechanisms used should be specific, predictable and sufficient;

Every telecommunications carrier shall contribute on an equitable and
nondiscriminatory (i.e., competitively neutral) basis;

Only eligible telecommunications carriers (ETCs) may receive support; and

Any support must be explicit.

The Commission determined that it would defer any further changes in existing universal
service support for rural companies pending further review and at least until January 1, 2001.
The Commission has focused its efforts to date on changes affecting non-rural companies. These
changes were originally to have been in place by January 1, 1999. In July, following a request by
the state members of the Special Joint Board and criticism by key Congressional leaders, the
FCC decided to refer a series of issues back to the Special Joint Board and has now committed to
implement the revised mechanism for non-rural carriers by July 1, 1999.

USTA has been working to develop a consensus plan for a new program of universal
service support for non-rural carriers. That consensus plan is described below. While some of
the member companies have individually proposed similar plans, the consensus plan is the
product of extensive discussions and negotiations among the companies and represents their

united position on these important issues.



. Description of the Problem for Non-Rural Carriers

Universal service is currently maintained with support from a number of sources. All of
these sources relate to the recovery of the fixed costs of the public switched telephone network.
Explicit support derives from high cost funds at the federal and state level. In addition to the
explicit high cost support, universal service today is maintained by a variety of intra-company
support flows. Incumbent local exchange carriers (“ILECs™) have developed their rate structures
as part of a regulatory process such that a number of services are priced substantially above cost
(e.g., access) in order that basic local exchange service remain priced below cost. In other words,
affordable service for business and residential customers in high cost areas is made possible by
support from other revenue sources. These anomalies in rate structures amount to implicit
support and this implicit support acts as a disincentive for residential competition. This is an
often overlooked, but vital, aspect of universal service support.

Intra-company support for universal service comes from a variety of sources, such as:

« Interstate access charges;

» Intrastate access charges;

» IntraLATA toll service charges;

» Geographic rate averaging (urban-to-rural subsidies);
+ Business-to-residential subsidies; and

» Charges for discretionary services.

The table below briefly describes the various support mechanisms that existed prior to the FCC's

untversal service order.



Table 1
Support Mechanisms

Support Mechanism Support Source Implicit/Explicit
Federal High-Cost Fund* IXCs Explicit
State High-Cost Fund Varies: ILECs, IXCs Explicit
Long-Term Support* Non-Pooling ILECs Explicit
DEM Weighting* Access Customers Implicit
Carrier Common Line Access Customers Implicit
Federa! and State Accéss Access Customers Implicit
IntralLATA Toll IntralLATA Toll Users Implicit
Business Services Business Customers Implicit
Geographic Rate Averaging Urban Customers Implicit
Vertical Services Vertical Service Customers Implicit

*The FCC has moved these mechanisms to an explicit, competitively neutral fund in CC

Docket 96-45, Federal State Joint Board on Universal Service, May 8, 1997 at §Y 300-306.

A necessary step (which has been avoided up to now) is for regulators to “size” the
implicit support embodied in current rates. This, in turn, will enable regulators to determine the
size of the universal sefvice fund that is needed. There have been a number of efforts to measure
the amount of this support,’ but regulators need to reach an agreement quickly if real progress is
to be made.

It must be emphasized that this implicit support is derived from revenues earned by
telephone companies from both the interstate and intrastate services. Thus, both federal and state
regulators share the responsibility for converting this implicit support into the “sufficient”
explicit support mechanisms required by the 1996 Act.

The Congressional mandate in the 1996 Act and the introduction of competition require
that the various support mechanisms be restructured, that subsidies be made explicit, and that

support be assessed and distributed in a competitively neutral manner. Coordinated action on the

Strategic Policy Research estimated in 1993 for USTA that the amount of support contributed from access

and toll services was approximately $20 billion annually. That estimate was recently updated to show that the
support contributed from these services now amounts 1o nearly $24 billion annually.



part of the FCC and state regulators is needed to carry out this mandate. A properly designed
federal plan that emerges from the current FCC rulemaking can serve as a model for states in

addressing these same issues.

. Goal of A New Universal Service Policy for Non-Rural LECs

As USTA sees it, the goals of the new universal service policy should be to:
1. Preserve and advance universal service during the transition to competition as

mandated by the 1996 Act.

2. Identify and establish universal support mechanisms consistent with terms of the
1996 Act.
3. Creates a competitively neutral fund that removes disincentives for competition.

Two equally important changes are required to achieve these goals. First, a new federal
high cost fund must be created for support of high-cost areas of the country with priority given in
the distribution of those funds to those geographic areas with highest costs. Second, the implicit

intra-company universal service support must be replaced with a more sustainable recovery

mechanism.

IV. Support for High-Cost Areas of the Country Served by Non-Rural
Carriers
USTA supports the following principles:

1. A federal program to support high-cost areas/states is necessary and mandated by

Congress;

b

States, however, must also take steps to address their high-cost problem internally

such as through rate rebalancing?;

Elimination of implicit support, according to the conventions of rate rebalancing, includes increases in
below-cost rates in addition to decreases in above-cost rates. Rate rebalancing and establishing explicit intrastate
high cost support mechanisms are among the tools available to state commissions to meet the 1996 Act’s mandate.



3. While it is appropriate to direct some federal support to any state with high-cost
areas, states with a large number of high-cost areas (rural) and relatively few low-
cost areas (urban) should receive proportionately more support’; and

4, Support should be sufficient to assure affordable service to high-cost customers of
non-rural LECs. The fund for non-rural LECs should be sized so that it provides
at least the current level of support.

5. Any increase in high cost funding received by a regulated ETC shall be offset with

intrastate rate reductions.

V. Collection Mechanism for High Cost Support for Non-Rural
Carriers

High cost support should be funded by a surchérge on the total retail bills (combined
interstate and intrastate) assessed by every telecommunications carrier. This approach ensures
fairness among carriers and competitive neutrality. Basing the surcharge on combined revenue
also eliminates opportunity for strategic behavior (e.g., misreporting traffic as intrastate to
minimize a surcharge on interstate retail). USTA strongly believes that in order to maintain
equity the same basis (i.e., total retail revenue) should be used for both federal and state universal
funds. In other words, states which decide to establish their own end-user charges to support

universal service should be required to apply the charges to total retail revenue — interstate

(originating in the state) and intrastate.

VI. Distribution Mechanism for High Cost Support for Non-Rural
Carriers

An equitable mechanism based on a cost benchmark should be developed to identify
those states which will need additional support due to significant numbers of high cost customers
and relatively few low cost customers over whom to spread these costs. The level of the
benchmark. together with the cost estimate, determine the amount of support neeced in an area.

For example. if a relatively low (i.e., HAI) cost estimate is used, a lower benchmark should also

USTA policy is that federal support should go to carriers.



be used to provide sufficient funding levels. Cost models can properly be used for non-rural
carriers to implement the distribution of high cost funds, but should not be used to size the fund

itself. Rather, the fund should be sized based on the need to support universal service and on the

need to replace other sources of support.

VIl. Replacing Intra-Company Universal Service Support for Non-
Rural Carriers

USTA's consensus plan for replacing intra-company support for universal service is based
on two premises. First, intra-company support (in the federal jurisdiction, the support derived
from interstate access rates) is an important source of support for universal service for non-rural
companies. Second, the current recovery mechanisms (e.g., CCL and PICC, upon completion of
the transition ordered by the FCC) are not sustainable in a competitive environment. Moreover,
because these cost recovery mechanisms are built into ILEC access charges and can be avoided
by long distance companies which provide their own access or buy it from an ILEC competitor,
they are not consistent with the 1996 Act’s requirement that universal service support be
provided on an equitable and nondiscriminatory basis.

A new collection mechanism for interstate intra-company universal service support
should be established along the following lines:

1. Current revenues from the CCL and PICC, plus those revenues that are to be
ultimately transferred to the PICC, would be used to determine the amount of
support to be collected.

2. Nationwide, reductions in access (implicit subsidy) should match the size of the

amounts collected from end users (explicit subsidy).}

(98]

The explicit support that will replace the reductions in implicit support will be
collected by all telecommunications carriers through an end-user surcharge on
total retail revenues.

4. Each ILEC study area would receive explicit per-line support equal to the amount
of access reduction made by the ILEC in that study area divided by the number of

residential access lines in that study area. The amount of per-line support in a

The reductions would be treated as an exogenous cost factor (a “Z” adjustment) for price cap ILECs.



study area would remain constant until such time as the FCC acts to adopt an
alternative mechanism for distributing explicit support among ETCs.

Explicit support to replace intra-company implicit support would be portable
among ETCs that provide universal service within a study area. An ETC will
receive support on a per-line basis for each residential line it serves.

Distribution of the explicit support throughout an ILEC study area may be de-
averaged, so that higher cost regions of a study area would receive greater support
per-line than would the lower-cost regions of that study area. This feature is
important since it eliminates a potential downside to portable support; that is, if
the support is distributed on an averaged basis, it makes it even more attractive for
new entrants to target lower cost, higher volume customers within a particular

study area.

The replacement of implicit support is, in effect, a restructuring of interstate
access and should not be seen as reducing interstate revenues. Therefore, states
which generally mirror interstate access charges should also mirror this
restructuring including the development of an end-user surcharge or another
compensating action, such as rate rebalancing or another universal service
approach. Section 254(f) of the 1996 Act requires that states that develop
universal service mechanisms ensure that all telecommunication carriers doing
business in that state contribute to preserving and advancing universal service.
Additionally, section 254(b)(5) requires that states universal service mechanisms
be specific, predictable and sufficient. For example, the replacement of intrastate
access implicit support with explicit support recovered through an end-user
surcharge on total revenue (interstate and intrastate) assessed by all carriers in the
state meets the requirements in the 1996 Act and can be said to mirror the
interstate mechanism which the FCC would establish under this proposal. Full
mirroring of this restructuring of interstate access, however, requires an action
(¢.g.. rebalancing) by the state to compensate for the reduction in access revenues
resulting from the mirroring. States may also use a combination of several means
to meet this mirroring requirement. Thus, states that have rules that require

mirroring should review their mirroring rules to ensure that they do not provide



results inconsistent with the FCC’s universal service policies and that the resulting

mechanisms are specific, predictable, and sufficient to meet the requirements of
the 1996 Act.

VIll. Conclusion

USTA urges the Special Joint Board, the FCC and state regulators generally to move
ahead to fulfill the Congressional mandate and establish new explicit universal service support

mechanisms. Perserving universal service as competition expands is a critical part of our new

national telecommunications policy.
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After years of different approaches, Local Exchange
Companies have finally reached agreement on a
federal approach for funding universal service in a
competitive environment.

USTA
Federal Universal Service
Fund Proposal
for Non-Rural Companies




Description of the Problem

|

Affordable service for residential and business
customers in high cost areas is possible because
of support from other revenue sources.

F

Universal service support comes from a variety of
sources:

— Explicit mechanisms

— Implicit support

Intra-company support allows local exchange service

to be priced below cost, e.g.:
— Interstate access charges
— Intrastate access charges
— IntralLATA toll service charges
— Geographic rate averaging
— Business-to-residential subsidies
— Charges for discretionary services




Goals of a Universal Service Policy for Non-Rural LECs

Preserve and advance universal service during the transition to competition.

Identify and establish universal service support mechanisms consistent with
the 1996 Act.

Create competitively neutral fund that removes disincentives for
competition.

Changes are required to achieve these goals:

1. Implicit intra-company universal service support must be
replaced with a sustainable recovery mechanism.

2. Additional high cost support should be provided to high-
cost areas of the country.



Size of the Federal USF for Non-Rural LECs

yY Cost

$3.5 B Replacement of Federal

Implicit Support

At least :
54 B? High Cost Support to States

$3.9 B equates to a 2.1% surcharge on total retail revenues.

Note: Does not include support for low income consumers.

' CCL + PICC + Nonservice specific TIC - contributions to universal service currently built into these rates.

2 Members of USTA do not agree on the size of this component of the federal USF but advocacy by these companies
ranges from $.4 to $1.7B.



Replacing Intra-Company Universal Service Support

Support derived from interstate access rates is an
important source of universal service funding and is
not sustainable in a competitive environment.

i

A new collection mechanism should be established:

1. Calculate current support based on CCL and PICC
revenues, plus revenues to be ultimately transferred to
the PICC, by study area.

2. Reductions in access (implicit subsidy) should match the
size of the amounts collected from end users (explicit
subsidy).



Replacing Intra-Company Universal Service Support

3. Explicit support will be collected by all telecommunications carriers
through an end-user surcharge on total retail revenues.

4. Each ILEC Study Area would receive explicit support equal to the
access reduction divided by residential lines in a given study area.

5. Explicit support would be portable to any ETC within a study area.

6. Distribution of the explicit support throughout a LEC study area
should be deaveraged.

— Little or no support in low cost areas
— Considerable support in high cost areas-

7. Any reductions in access charges should only be matched by states
in a time period sufficient to make similar adjustments in state rate

structures.



B

Support for High-Cost Areas of the Country

The Large LECs support the following principles:

1. A federal program to support high-cost areas/states is necessary
and mandated by Congress. |

2. States must also take steps to address their high- cost problems
internally.

3. Any state with high cost areas should get support, but high cost
states with relatively few low cost areas should receive
proportionately more support.

4. Support should be sufficient to assure affordable service to high-
cost customers of non-rural LECs. It should be sized at least at the

current level of support.

5. Increases in high cost funding received by regulated ETCs offset
by intrastate rate reductions.



Collection Mechanism for High Cost Support

» High cost support should be funded by a
surcharge on the total retail bills assessed by
every telecommunications carrier.

» Basing the surcharge on combined revenue is
competitively neutral and eliminates the
opportunity for strategic behavior.

« State funding should also assess both state and
interstate revenues.



Costs of Providing Supported Services in Missouri

MISSOURI WC - GTE, SBC, UNITED
Monthly Cost - BCPM 3.1 Defaut

B 7 Wire Centars <$25

B 133 Wrre Centors >$25 and <860
B 121 Wwe Conters >$50 and <$75
{3 108 Wire Conters 5875 and <$100
W 131 Wie Conters >$100

Cost of Universal Service varies by wire center: it is generally higher in the rural areas.




Cost of Supported Services in South Dakota

South Dakota WC - US West
Monthly Cost - BCPM 3.1 Default

Cost of Universal Service varies by wire center: 7 Wi Contors »$26 and <§50

o : : R

it is generally higher in the rural areas. 11 Wire Centers >$50 and <875
] 10 Wire Centers >875 and <$100
M 9 Wire Centers >8100




Texas Wire Centers - SBC and GTE
Monthly Cost - BCPM 3.1 Default

B 29 Wire Conters <525

B3 374 Wire Centers >525 and <$50
BB 204 Wite Cenfers >$50 and <$75
[ 120 Wire Centers >875 and <$100
BB 282 Wire Centers >$100

Cost of Universal Service varies by wire center: it is generally higher in the rural areas.




Louisiana WC - BeliSouth
LPSC Order - HA! 5.0a

B 34 Wire Conters <825

B 67 Wire Conters >$25 and <350
Bl 61 Wire Conters >$50 and <$75
[3 20 Wire Conters >$75 and <$100
B 27 Wire Centors >$100

Cost of Universal Service by wire center: it is generally higher in the rural areas.
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- LEC Revenues Are Highly Concentrated

T ‘ ($ J/ 7?
’\ { ) . . -
o , * Louisiana
. ‘ Total Revenue
Distribution

Distribution of Revenues
(# WCTRs) (% of BST Area)

Top 30% (12) ( 4.7%)

B Next 30% (22) ( 5.1%)
W Next 25% (51) (28.1%)
O Next 10% (52) (28.7%)
®  Bottom 5% (91) (33.3%)




Competitors Are Locating in High Revenue Wire Centers

(BeliSouth Louisiana Wirecenters with Collocation Companies)

BeliSouth Wirecenter
with CLECs

BaliSouth Wirecenter

[::] without CLECs

D Non-BeliSouth Territory




